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Introduction

The government has a key responsibility in maintaining economic growth and development in a country. To achieve this, various monetary and fiscal policies that are usually deployed depending on the status of the economy that is, whether there is a boom or recession. The objective of this essay is to explain how tax cuts, one of the fiscal policies deployed by the government, could help revive a depressed economy.

Use of taxes as a fiscal policy

Tax is a financial charge or levy on a tax payer. The main objective of levying taxes is to raise funds for public expenditure. However, tax policies been used in reducing income inequalities, discourage consumption of harmful goods such as cigarettes and beer, and to encourage exports while discouraging imports among others. The adoption of tax cuts has also been found useful in tackling the challenge of recession.
Tax cuts and aggregate demand

Tax payers are usually relieved by tax cuts on their incomes. A reduction in income taxes increases their disposable income and thereby raising their real incomes (purchasing power) resulting to an increase in the aggregate demand and thus stimulating the economy as the economy’s Real Gross Domestic Product rises. The government could use tax cuts as a discretionary fiscal policy to encourage exports. Increased exports leads to better terms of trade and a reduction in balance of payment deficit, thus stimulating the economy. It also leads to a reduction in unemployment as the export market expands. However, to achieve the intended stimulating effect, the tax multiplier (the effect of a tax cut on increase in earnings, aggregate demand and profits) should be higher than the resultant fall in government revenue due to decreased tax revenues. 
Tax cuts and Aggregate Supply
Reduction of taxes on incomes as earlier noted increases the aggregate demand in an economy. This also leads to a rise in aggregate supply as producers are encouraged to increase their investments to serve the wider markets. In addition, tax reductions on investments attract foreign investments increasing a country’s foreign exchange reserves. 

Tax cuts and capital markets
Depressed capital markets usually characterize countries in recession. A tax cut for instance on capital gains encourages investors to inject more of their funds in the capital markets and the real estate sectors since during recession prices are low and thus there are higher expected returns. This revives the capital markets and thereby providing funds needed for private and public investment. Increased public and private investments lead to improved economic development.
Conclusion

Supporters of tax cuts to revive an economy have noted that such a discretionary fiscal policy increases a country’s aggregate demand and supply leading to a rise in the Real GDP. However, Prachowny (2007) cautions that in the short run, the effects of a decrease in taxes leads to loss of government revenues and that the benefits to be achieved in the long run are uncertain since it all depends on how the tax payers utilize the increase in disposable income. For instance, economic stimulation may not occur should the increase in disposable income be saved instead of being invested. It is therefore worth noting that tax cuts alone are not enough to stimulate an economy. 
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